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PREFACE

issued in July, 1940,
Tafter review and approval by authorizedwas representatives
of the
HE FIRST EDITION

OF T H I S B U L L E T I N

United States Savings and Loan League and of the Examining
Division of the Federal Home Loan Bank Board. 1 The audit program outlined in the 1940 Bulletin was approved as providing a
proper and adequate procedure for independent audits of savings and
loan associations and as meeting the needs of the investing public,
the management of such associations, and the supervisory authorities.
Subsequent experience has proved the value of the program. I t
has been widely accepted and used; and it has been an important
factor in raising the standards of independent audits of savings and
loan associations. No fundamental changes were necessary in
preparing this 1951 edition. The principal purpose in revising the
program was to give recognition to developments since 1940 and to
clarify some points. The current Manual of Examining Procedures of
the Examining Division of the Home Loan Bank Board was made
available for reference in connection with the revision of the Bulletin.
Authorized representatives of the Accounting Committee of the
United States Savings and Loan League, the Accounting Division of
the American Savings and Loan Institute, and the Examining
Division of the Home Loan Bank Board have again reviewed and
approved the program as outlined herein.
The Accounting Guide for Federal Savings and Loan Associations,
prepared by the Supervisory Division of the Home Loan Bank
Board, Washington, D. C., is furnished to all federal associations by
the Board. This excellent guide contains a standard classification of
accounts with explanation for each account, a full discussion of the
various types of loans and transactions, illustrative entries, forms
1
Name Federal Home Loan Bank Board was changed to Home Loan Bank Board
July 27, 1947.
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for financial reports, and an illustrative outline of internal check and
control.
Many associations use the accounting system outlined in the
Standard Accounting Manual for Savings and Loan Associations,
published by the American Savings and Loan Institute, 221 North
La Salle Street, Chicago 1, Illinois. This accounting system was developed at joint meetings of representatives of the United States
Savings and Loan League, the American Savings and Loan Institute,
the National Association of State Savings, Building and Loan Supervisors, and the American Institute of Accountants. The manual
incorporating this system was prepared by the American Savings
and Loan Institute.
Independent certified public accountants who serve the savings
and loan associations will find it helpful to acquaint themselves with
the Accounting Guide and the Standard Accounting Manual referred
to above.
Committee on Auditing
March, 1951

Procedure

Audits of
Savings and Loan

Associations

BY INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

OUTLINE OF AUDIT

only as a
Tguide that will be helpful in determiningistheintended
scope of the work
HE

AUDIT

PROGRAM

OUTLINED

HEREIN

for each individual audit. I t is not to be regarded as establishing
inflexible requirements, and it is not intended to limit or supplant
individual judgment, initiative, imagination and vigilance. The
program for each audit should be designed to meet the requirements
of the particular situation, giving careful consideration to the size
and type of association, the adequacy of the system of internal control, and the requirements of the federal or state supervisory authorities. Ordinarily the auditor's report (see page 38) will state that
examination was made in accordance with generally accepted auditing standards,1 and accordingly included such tests of the accounting
records and such other auditing procedures as were considered
necessary in the circumstances.
Federal and State Regulation

Any building and loan association, savings and loan association,
cooperative bank, homestead association, insurance company, or
savings bank is eligible2 to become a member of, or a nonmember
borrower of, a Federal Home Loan Bank, if such institution: (1) is
duly organized under the laws of any state or of the United States;
(2) is subject to inspection and regulation under the banking laws, or
under similar laws, of the state or of the United States; and (3)
1
See Tentative Statement of Auditing Standards, published by the American Institute
of Accountants in 1947.
2
See Sec. 4 and 5 of the Federal Home Loan Bank Act, as amended.
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makes such home mortgage loans as, in the judgment of the Home
Loan Bank Board, are long-term loans. There are certain additional
requirements for eligibility, relative to such matters as financial
condition, character of management, home-financing policy, net
cost of financing to the home owner, etc.
Federal savings and loan associations are chartered by the Home
Loan Bank Board under the provisions of Section 5 of the Home
Owners' Loan Act of 1933, as amended. The Board has issued
Rules and Regulations for the Federal Savings and Loan System
(Chapter 1(c), Title 24, of the Code of Federal Regulations). These
rules and regulations contain many provisions relating to matters
that will be dealt with in the audit. The auditor should familiarize
himself with the applicable requirements and incorporate the necessary audit procedures in the program.
The savings and investment accounts of all federal savings and
loan associations are required to be insured up to $10,000 for each
member by the Federal Savings and Loan Insurance Corporation
under Title IV of the National Housing Act, as amended. Other
eligible savings and loan, building and loan, or homestead associations, or cooperative banks, may also obtain such insurance from
the Corporation. Rules and Regulations for Insurance of Accounts (Chapter III, Title 24, of the Code of Federal Regulations)
have been issued by the Corporation. The auditor should also
familiarize himself with the pertinent provisions of the insurance
regulations and should see that the insured association is complying
therewith.
Where the association is organized under the laws of a state, it is
necessary for the auditor to observe any applicable requirements of
the state laws and of the regulations issued by the department which
has supervision of the association.
Under Rules and Regulations for Insurance of Accounts, all federal
associations and state-chartered associations whose accounts are
insured by the Federal Savings and Loan Insurance Corporation are
subject to examination by the Examining Division of the Home
Loan Bank Board. In lieu of such examination the Corporation may
accept any examination made by a public regulatory authority.
Generally, the examinations of state-chartered institutions by the
Examining Division of the Home Loan Bank Board are made
jointly with the state departments. In most instances, the state departments examine the associations incorporated in their states to
see that the associations are solvent and are operating in accordance
with the state laws and regulations.
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Where savings and loan associations have satisfactory independent audits, the Examining Division of the Home Loan Bank Board
accepts such audits as constituting a test of the integrity of the accounts. In such cases the Examining Division makes what it calls
supervisory examinations (as distinguished from audits). The scope
of such supervisory examinations omits the additional test-checks
of the accounts which would be included in regular audits by the
Examining Division; and the supervisory examinations do not duplicate the inspection of loan document files made by the independent
auditors. Reference is made to Appendix B for a statement, by the
Chief Examiner, of the minimum requirements for independent
audits to be acceptable to the Home Loan Bank Board.
Date of Audit

In most cases the fiscal year of the association ends on December
31 and the annual meeting of members is held in the following
January. The annual statement is ordinarily made public during the
first few days of January; this does not allow sufficient time for the
independent auditor to complete his examination; consequently, the
statement usually does not carry the auditor's opinion thereon.
In such cases, there is no particular need for the independent audit
to be made as of the close of the fiscal year; accordingly, many associations have their audits as of June 30 or some other convenient
date when the auditor is not subject to the pressure of year-end
work and tax returns. Furthermore, it is not necessary that the independent audit be made as of the same date each year. Selection of
the date can be left up to the auditor, thus making possible surprise
audits. In such cases, the auditor should time his work to avoid conflict with the federal or state examinations.
In states which require the annual statements of state-chartered
associations to be certified by an independent public accountant (or
by an audit committee) and to be filed within a specified period, the
audit should usually be made as of the fiscal closing date of the association.
Where the independent audit is not on a surprise basis, and where
the association has a satisfactory system of internal control, the
auditor can usually perform a considerable portion of his work prior
to the audit date. This will relieve the peak requirements, not only
for the auditor, but also for the employees of the association. For instance, the papers in support of loans receivable can be inspected;
trial balances of the loan accounts and the savings accounts can be
checked to the subsidiary ledgers and balanced with the control ac-
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counts; confirmation of loan accounts and savings accounts can be
largely completed; the minutes can be reviewed and the transactions
authorized therein can be checked to the accounts; detailed tests of
cash receipts and disbursements for any months selected other than
the last month of the period can be completed; tests of income and
expenses can be made; and many other audit steps can be started.
Where the work on the loan accounts and the savings accounts is
done at a preliminary date, appropriate review and test should be
made of the interim changes in the control accounts.
Internal Control

In determining the scope of the audit to be made, due weight
should be given to the extent and effectiveness of the system of internal control. By internal control (or internal check and control,
as it is sometimes called) is meant those methods and procedures in
effect within the association to safeguard the cash and other assets
and to check the accuracy of the accounting. Internal control involves the segregation of duties among employees in such a way as to
provide a system of checks and balances and to minimize the possibility of irregularities. The objective is to provide the maximum
safeguards practicable in the circumstances, giving due consideration to the risks involved and the cost of maintaining the controls.
Many of the larger associations have internal auditors who conduct
periodic or continuous audits of the transactions to supplement the
established controls.
The auditor's review of the system of internal control as a basis
for determining the scope of his work involves not only the initial
inquiries necessary to ascertain the extent of the association's procedures relating to internal control; it requires such further investigations, tests, and inquiries during the course of the audit as may
be necessary to determine the effectiveness of the internal-control
measures—i.e., whether, in fact, they are functioning as represented.
In appraising the adequacy of the internal control and determining
the scope of the audit, consideration should also be given to the
nature of and the safeguards over transactions with any other
businesses in which association officials are known by the auditor to
be interested.
There are many associations which, because of the limited number
of employees required or because of the failure to utilize the possibilities available, do not have an adequate and effective system of
internal control. In such cases, the extent of the detailed audit work
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required will ordinarily be greater than where the safeguards are
found to be adequate and effective.
The auditor should be alert to recommend to the association such
changes in procedures and segregation of duties as will strengthen
the existing internal control measures. An illustrative outline of internal check and control is presented in Chapter XIV of the Accounting Guide for Federal Savings and Loan Associations, prepared
by the Supervisory Division of the Home Loan Bank Board.
It should be noted t h a t the minimum requirements for acceptable
independent audits (Appendix B) as stated by the Chief Examiner of
the Home Loan Bank Board, require "analysis of the system of internal check and control, with appropriate comments regarding its
adequacy or inadequacy; also an analysis of the accounting system
with appropriate comments as to any material exception to or deviation from sound accounting practice."
Charter and Bylaws

Charters for federal savings and loan associations are issued by
the Home Loan Bank Board. The form of bylaws of such associations is also prescribed by the Board. For state associations, the form
of charter and bylaws is usually established by the state regulatory
authority.
The requirements of the charter and bylaws should be reviewed
at the start of the examination. Provision should be made in the
program for such procedures as may be necessary to determine compliance with the charter and bylaw requirements.
Minutes

The minutes of the meetings of the directors and members should
be read, and any items therein which affect the financial transactions
of the association should be noted. The auditor should then determine that the transactions affected have been handled in accordance with the minutes.
Approval for the following should ordinarily be found in the
minutes of the directors' meetings:
1. Loans made, refinanced, purchased, sold, transferred, converted,
foreclosed, or partially released.
2. Real estate acquired or disposed of.
3. Contract sales made or extended.
4. Funds borrowed.

5. Maturity of shares (if board action is required to mature shares).
6. Dividends declared and profits apportioned.
7. Additions to and deductions from the reserve and surplus accounts.
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8. Fixing rates of interest, premiums on loans, and loan plans.
9. Fixing salaries of officers, directors, and important employees.
10. Approving fidelity bonds.
11. Approving depository banks and designating signatories on checks.
12. Purchase and sale of securities.
Any important transactions or matters which require action by
the directors or members (under the charter, the bylaws or established practice), but which are not covered in the minutes, should
be called to the attention of the proper officers for appropriate action. If the matters involved have a material bearing on the statements, the auditor should see the record of such action before releasing his report.
The minutes should be properly signed and witnessed. The auditor
will usually obtain a letter from the secretary, representing that the
minutes submitted constitute a full and complete record of all
meetings of directors and members during the period under review.
Confirmations

Direct communication with borrowers and investors on a selective
test basis, is the best means of verifying the current balances of the
loan accounts and the savings accounts. Such communication
(usually referred to as confirmation or circularization) is now common practice and is required by generally accepted auditing standards.
Confirmation requests may be of the positive type asking for direct
reply to the auditor by each party; or the request may be of the
negative type asking for reply only in case of exception. Because of
the relatively large amounts of the individual balances, positive-type
confirmations are generally considered advisable for loan accounts.
Negative requests are usually satisfactory for savings accounts.
The extent of the circularization and the type of request are matters of judgment to be determined by the auditor according to the
circumstances in each situation. Since the circularization is on a test
basis, it is important to select a representative cross-section, rather
than mainly accounts with large balances. The Chief Examiner of
the Home Loan Bank Board has indicated that satisfactory verification of the loan accounts and the savings accounts requires
circularization of at least 10 per cent in number and 10 per cent in
aggregate dollar amount (see Appendix B). These percentages relate
to the requests sent out rather than to the replies received.
Selection of the accounts to be confirmed should always be made
by the auditor. Investigation for possible irregularities should be
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made of any accounts selected on which there is objection to sending
out the request.
The totals of the accounts in the subsidiary ledgers from which
the confirmation selection is made should be balanced with the related control accounts as of the confirmation date, in order to establish that the balances selected for confirmation tie into the general
books. During the period when the confirmation requests are being
prepared and mailed, the auditor should maintain such control over
the subsidiary ledgers as may be necessary, in view of the system of
internal control, to prevent abstraction or alteration of records for
the purpose of concealing irregularities.
Where the system of internal control is adequate, it is usually satisfactory to have the confirmation requests prepared and addressed
by association employees. The requests should then be checked back
to the accounts by the auditor before mailing. However, where the
internal control is not adequate, the confirmation request should be
prepared and addressed by the auditor so that association employees will not know which accounts are being confirmed. In all
instances the confirmation should be mailed by the auditor in envelopes bearing his return address, and the confirmation form should
indicate that replies are to be sent directly to the auditor at his office (or to a specified post-office box controlled by him). Confirmation requests returned undelivered because of incorrect address
should be investigated for possible irregularities, and remailed if a
later address is available.
Second requests should generally be sent out on loan accounts for
which no replies were received to the initial positive-type confirmation request. Where no reply is received to the second request, such
further investigation as may be appropriate in the circumstances
should be made to substantiate the authenticity of the loan balance.
All exceptions reported to the auditor in the confirmation replies
should be carefully investigated and the differences satisfactorily
accounted for.
Cash

1. Cash on hand (working funds and undeposited receipts) should
be counted and reconciled with the control accounts, preferably as
of the close of business on the audit date. (It may be satisfactory to
omit count of the undeposited receipts where the auditor can control
the deposit thereof into the bank and obtain from the bank an
authenticated copy of the detailed deposit slip after count of the
deposit by the bank.)

14

Audits of Savings and Loan Associations

Any negotiable securities owned or held should be inspected or
placed under control at the time of the cash count in order to guard
against concealment of a cash shortage by conversion of securities.
Count should also be made of any unrecorded receipts being held for
identification or other reasons, any escrow funds held, any unissued
government bonds (Series E), or travelers checks, etc., so as to
establish control thereover.
If the count of cash and securities is made as of a later date, detailed audit should be made of the cash and security transactions for
the intervening period.
Inasmuch as the count at the audit date is usually anticipated,
the auditor sometimes arranges for one or more surprise counts to be
made during the year.
2. In the course of the cash count, all undeposited checks for receipts from borrowers or investors should be traced to the cash records to see that they have been properly entered as receipts prior
to the close of the period. The undeposited receipts should be deposited intact under the control of the auditor, and arrangements
should be made for him to receive direct notice from the bank of any
checks that are returned unpaid. Checks, advances, and unreimbursed expenditures in the working funds should be listed and referred to an appropriate official for review and approval. Subsequent investigation should be made to ascertain that these items
were properly cleared.
3. The bank statements and paid checks as of the close of business
on the audit date should be obtained directly from the depositaries.
If not obtained directly by the auditor it is necessary to prove the
paid checks and the deposits per books against the bank statements.
This proof requires footing the bank statements, the paid checks,
and the deposits per books; it also requires examination of the bank
cancellation dates on the paid checks to make certain that the checks
match the statements. Confirmation of the bank balances as of the
audit date should also be obtained directly from the depositaries.
The bank balances should be reconciled with the balances shown by
the accounts, and the outstanding checks and other reconciling items
should be listed for such investigation as may be necessary. Voided
checks should be accounted for. Unpaid checks which have been
outstanding for long periods should be investigated.
The checks returned by the banks in the next period should be
compared with the outstanding checks as listed in these reconciliations to determine that no checks outstanding at the audit date
other than those listed in the reconciliations were paid by the banks
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during the subsequent period. The bank statements and paid
checks for this next period should also be obtained directly from the
banks by the auditor; otherwise, it is necessary to obtain independent confirmation of the balances shown on the subsequent statements and to prove the paid checks and the deposits per books
against the bank statements as indicated in the first paragraph under
(3) on the preceding page.
4. The totals of the cash receipts and disbursements shown by the
books of the association should be reconciled with the deposits and
withdrawals shown on the bank statements. For small associations
having little, if any, internal control, it may be advisable to do this
for the entire year. In cases of associations having adequate internal
control, the extent of this reconciliation can be reduced, according
to the circumstances, to perhaps one or two months, including the
last month of the period.
In making this reconciliation, the footings of all columns of the
cash receipts and disbursements records should be verified and the
postings checked to the general books. The footings of the bank
statements should be determined. Independent confirmation should
be obtained of the bank balances at the beginning and end of the
months tested.
The paid checks should be proved against the bank statements for
these same months (in so doing, the bank cancellation dates should
be examined), and should be compared with the cash disbursements
record as to date, number, payee, and amount. The signatures on
these checks should be compared with those of authorized signers,
and the endorsements should be reviewed for any indication of irregularities. Any checks of significant amounts payable to cash,
banks, officers, or employees should be listed and investigated.
Checks outstanding at the beginning of the period which were not
inspected in the previous audit should be compared with the related
entries in the cash disbursements records.
Interbank transfers should be traced in detail by dates for a sufficient number of days (both before and after the audit date) to allow
for normal clearance to the most distant banks. Any uncompleted
transfers should be accounted for in the reconciliations as outstanding checks and/or deposits in transit.
5. If it is the practice of the association to delegate to agents or
trustees the disbursement of mortgage-settlement funds, the accounts of the agents or trustees should be examined to ascertain that
the funds advanced by the association have been received and deposited and that the disbursements therefrom are proper.
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In like manner, the accounts of any collection agents or representatives should be test-checked to ascertain that the funds collected have been transmitted with reasonable promptness and
that commissions retained were in accordance with the agency agreements.
6. The fidelity bond should be reviewed by the auditor for any
provisions which may have a bearing on the audit, and to see that
the association is complying with the requirements of the contract.
The adequacy of the coverage should be considered, as to (a) the
nature of the provisions, (b) the amount carried in relation to the
risks involved, and (c) the individuals or positions covered. The
Rules and Regulations for Insurance of Accounts by the Federal
Savings and Loan Insurance Corporation specify the minimum
amount of coverage in relation to total assets required for federal associations and state-chartered insured associations; and various
state supervisors have similar requirements for noninsured institutions.
Investments and Securities

Investments and securities are classified as follows:
Stock in Federal Home Loan Bank
Federal Home Loan Bank bonds
United States Government obligations
Other investment securities
Accrued interest receivable on
securities
A schedule should be obtained or prepared showing the necessary
information for each security owned, such as:
Description, including interest or dividend rate, maturity of
bonds, and par value per share of stock
Certificate numbers
Balance at beginning of period:
Principal amount or number of shares
Amount (indicate basis)
Additions during period:
Principal amount or number of shares
Cost
Deductions (securities sold, matured, written down, amortization, etc.):
Principal amount or number of shares
Amount
Gain (or loss) on sales, maturities, write-downs, etc.
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Balance at end of period:
Principal amount or number of shares
Amount (indicate basis)
Quoted market value
Interest and dividends received during period
Interest accrued and dividends declared but not received
at end of period
Location of securities; and, if hypothecated, with whom and
for what purpose.
The securities should be counted or placed under control at the
time of the cash count, preferably as of the close of business on the
audit date (see paragraph 1 relating to cash). Where the securities
are in an independent safe deposit box, the count can be made within a
reasonable period before or after the audit date; where this is done,
arrangement should be made in advance with the safe deposit company to permit no access to the box in the interim period and to
furnish the auditor a letter that there was no such access.
Count the securities owned against the above schedule. Obtain
confirmation from the holders of any securities that are in safekeeping or pledged as collateral, and from the transfer agent for any
items in process of transfer. See that stock certificates and registered bonds are in the name of the association; or, if in the names of
others, that they are properly endorsed or accompanied by power of
attorney. In counting coupon bonds, see that the unmatured coupons are intact.
As a safeguard against substitution, certificate numbers of the
securities owned should be compared with the record of security
purchases. The transactions during the period should be checked to
brokers' or dealers' invoices, advices or other supporting data, and to
the directors' minutes. Gains or losses on securities sold or matured
should be verified. The interest accrued at the audit date and the
interest earned and dividends received during the period should be
checked by reference to the interest rates and payment dates indicated in the securities, to published data on dividend payments, or
by correspondence with the issuers.
If the total quoted market value of securities held as temporary
investments is materially less than the book value thereof, a reserve
for the shrinkage should ordinarily be provided. Bond premiums are
usually amortized in order to properly reflect the income; bond discounts may be amortized if it appears that the principal amount will
be realized at maturity.
In the statement of condition, the basis on which the securities
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are carried should be indicated, and the quoted market value
should be shown. Any hypothecation of securities should also be
noted on the statement.
The auditor should determine and state whether the number of
shares of Federal Home Loan Bank stock owned by a member association meets the minimum requirements of the Federal Home
Loan Bank Act, as amended.
Mortgage Loans

Mortgage loans are classified as follows:
First mortgage loans:3
Monthly installment loans
Other installment loans
Loans without full amortization
Accrued interest receivable
Advances for taxes, insurance, etc.
Second mortgage loans:
Second mortgage loans
Accrued interest receivable
Advances for taxes, insurance, etc.
1. Loan balances. The federal and state laws and regulations contain various provisions as to the types and amounts of mortgage
loans that are permitted to be made by savings and loan associations; also, the associations sometimes adopt further limitations of
their own. The auditor should familiarize himself with all such
provisions in order to see that the policies followed conform therewith.
2. Schedule of mortgage loans. In the initial audit, a schedule of all
mortgage loans outstanding should be prepared (usually by employees of the association) to be used and retained by the auditor.
For subsequent audits, similar schedules of all new loans made, including those repaid during the period, should be prepared. Where
there is a large volume of loans, it may be advantageous to prepare
these schedules in the form of a file of individual loan cards to be
kept in the custody of the auditor.
The information to be shown on these schedules will usually include the following: Loan number, name of borrower, location of
property, type of property, interest rate, date of approval (by directors), date and amount of original loan, date and amount of
appraisal, per cent of loan to appraised value, and term of loan.
The schedule should also provide space in which to indicate inspec3

Including junior
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tion of documents (for several audits) and to allow for any pertinent
remarks about the loans.
These schedules can be prepared directly from the subsidiary loan
ledgers or from the mortgage loan register. If prepared by the association, the schedule should be checked (to the extent considered
necessary) to these records in order to establish the accuracy of the
schedule and to see that all loans have been listed.
The mortgage loans made dining the period should be checked to
the specific authorizations in the minutes of the board of directors,
as to amounts, terms, additional collateral, etc.
The amounts of mortgage loans to directors, officers, and known
employees, and to other parties in which such officials are known
to be interested, should be ascertained; and the transactions in
these loan accounts should be reviewed and test-checked to the extent considered necessary in the circumstances. If the amounts of
such loans are significant, mention should be made in the audit report. Any other loans or concentrations of loans which are of particular significance because of amounts or circumstances should likewise be mentioned in the report.
3. Inspection of documents. The inspection of documents will be
made against the schedule of mortgage loans referred to on page 18.
All of the documents relating to a particular loan will usually be
found filed together in a separate folder for that loan.
The notes, mortgages or deeds of trust, and title papers supporting all of the loans outstanding should be inspected at the time of
the first audit of the association. (This does not mean, for associations which have adequate internal control and satisfactory independent audits, that each successive auditor must reinspect these
documents on all loans outstanding at the time of his first audit.
He should, however, make a sufficient test-inspection to satisfy
himself with respect to the documents for the outstanding loans
made prior to the date of the last independent audit, and he should
inspect the documents for all loans made since that date.) In subsequent audits, these documents should be inspected for all of the
loans made during the period, and a test-check should be made with
respect to the documents for the old loans that remain outstanding.
Where certain of the mortage loans are deposited as collateral for
amounts borrowed by the association, appropriate confirmation
should be obtained as to the loans pledged and the related documents
held by the loaning bank. Where mortgage loans pledged by the
association as collateral for advances from the Federal Home Loan
Bank are held in trust by the association for the bank under a trust
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agreement, the auditor should check a list of the pledged loans
(which list may be furnished by the association) against the segregated documents and confirm the list with the loaning bank.
Other papers relating to the mortgage loans—such as the application, appraisal report, insurance policies, loan cost statement, additional collateral, guarantees on FHA or veterans' loans, etc.—
should be inspected on a test basis to a sufficient extent to determine
that the required documents are in order and are being regularly obtained.
When federal credit controls are in force, such as federal Regulation X, a test-check should be made to determine that the association is obtaining any required statements of purpose and is complying with applicable provisions of the Regulation.
The auditor does not undertake to pass upon technical matters
relating to mortgage loans, such as the value of the properties or the
status of the titles to the properties. He should satisfy himself,
however, that opinions of qualified experts are on file with respect to
such matters. Where questions arise as to values or titles, the auditor
will usually consult with, or request the opinion of, the association's
counsel or appraisers.
The document inspection, in addition to noting that the required
papers are accounted for, and that they appear to be complete and
properly executed, will usually include (a) test-check of the signatures
of the borrowers against the signature file; (b) review for evidence
that the mortgages (or deeds of trust) had been entered of public
record; (c) inquiry into any material differences noted between the
appraised values and the purchase prices being paid by borrowers
upon acquisition of the properties mortgaged; (d) inspection of any
additional collateral indicated; (e) consideration of adequacy of insurance coverage and check to see that the interest of the association
is properly indicated in the policies.
The documents inspected for each loan selected should be indicated by appropriate legend on the schedule of mortgage loans.
All exceptions noted should be investigated; those not satisfactorily
accounted for should be called to the attention of the board of directors in the audit report or in a special memorandum, and should
again be investigated in the next audit.
In connection with the inspection of documents on mortgage
loans, consideration should be given to the possibility that mortgages
may have been released of record by authorized officials although
the related loans remain in force according to the accounts of the
association. Where, because of limited personnel or inadequate con-
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trols, it appears that this situation might exist, an appropriate testcheck should be made to determine that the mortgage loans carried
constitute a first lien of record upon the mortgaged property.
4. Subsidiary ledgers. Trial balances of the mortgage loan ledgers
should be checked against the individual borrowers' accounts in the
detailed ledgers. Where the internal control is adequate, this may be
done on a test basis by checking the trial balances for selected
ledgers, the number of ledgers to be determined in the light of the
particular circumstances. The footings of the trial balances which
were checked to the detailed ledgers should be independently verified
by the auditor even though the trial balances consist of adding
machine tapes, and the totals of all trial balances should be compared with the related control accounts.
5. Delinquent loans. A list of delinquent balances should be obtained and test-checked for completeness against the delinquent
items shown in the subsidiary ledgers. Delinquent items should be
reviewed with responsible officials. Documents should be examined.
Confirmations of delinquent balances should be requested. Data on
delinquent balances should be given in the report.
6. Confirmation of mortgage loans. Test-confirmation of the balances
of the mortgage loans (including all delinquent loans) should be
made as indicated on page 12. The confirmation request (positive
form) should show the balances of all accounts with the borrower—
such as mortgage loans, and advances made or deposits received for
taxes, assessments, insurance, etc.—and in case of straight mortgage
loans should indicate the date to which interest has been paid.
7. Taxes, assessments, and insurance on mortgaged properties.
Inquiry should be made as to the association's method of determining that such costs relating to the properties mortgaged under loans
held are being promptly paid by the borrowers. Some associations
follow the practice of paying these costs and charging them to the
borrowers. Any deficiencies noted in the association's practice
should be mentioned in the report.
8. Construction loans. In addition to the usual audit steps for
mortgage loans, further attention should be given to the construction loans, particularly those made to finance builders who are
erecting large numbers of individual homes in new areas under
agreements with owners or for sale upon completion. Points to be
considered include such matters as the volume of construction loans
in relation to total loans, conformance to lending limitations, adequacy of security during construction period, extent of concentration
with particular builders, financial responsibility of builders, rela-
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tionship of builders to officers or directors of the association, value
and salability of units financed upon completion of construction,
trend of sales prices for such units in the construction areas, etc.
Investigation should be made to determine the adequacy of the
controls exercised by the association during construction. Partial
payments to builders should be supported by signed inspection progress reports and by lien waivers of sub-contractors and/or material
suppliers. The auditor should ascertain from the association records
whether the remaining amounts of funds expendable under the mortgages from the loans in process accounts will be sufficient to complete
the construction of the related properties in accordance with the
terms of the respective contracts. Any deficiencies of substantial
amounts should be indicated in the audit report.
9. Purchases and sales of loans. Purchases and sales of loans (if
significant in amount) should be confirmed by correspondence with
the vendors and vendees. Federal associations may sell loans only
without recourse; and in any calendar year they may not sell loans
totaling more than 20 per cent of the total loans held at the beginning of the year.
Where loans sold are being serviced for the purchasers the same
audit procedures (including circularization) should apply as for the
association's own loans; in addition, confirmation should be requested from the owner of such loans as to the balances and the recourse, if any.
10. Loan commitments. The loan commitment records should be
reviewed, and inquiry should be made as to whether there are any
material items not reflected therein or in the minutes. If the amounts
of the commitments are significant in relation to the resources of the
association, or appear to be inconsistent with sound policy, appropriate comment should be made in the report. Investigation
should also be made for possible failure to record loans on the books
at the date the mortgage papers are signed, and conversely for possible antedating of loans in order to reflect premium or commission
income in a prior period.
Property Improvement Loans

Property improvement loans are classified as follows:
FHA Title I loans
Veterans' insured loans
Noninsured loans
These loans are for the purpose of financing property alterations,
repairs, or improvements. They may be made without mortgage
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security, and on a discount, gross charge, or simple interest basis.
There are three types of property improvement loans:
FHA Title I loans, not in excess of $2,500 each. These loans are insured
under Title I of the National Housing Act, as amended.
Veterans' insured loans (sometimes called G.I. loans), not in excess of
$2,500 each. These loans are insured under the Servicemen's Readjustment Act of 1944, as amended.
Noninsured loans, not in excess of $1,500 each. These loans are made on
the association's own responsibility, without government guarantee or
insurance.
1. Loan policies. The auditor should familiarize himself with the
provisions of the applicable federal and state laws and regulations,
and with the policies adopted by the board of directors of the association with respect to property improvement loans; and he should
observe that these provisions were followed in the loans made during
the period.
2. Schedule of property improvement loans. Schedules should be
prepared of all such loans outstanding at the date of the initial
audit; and, thereafter, the schedule should record all new loans
made during the period. Usually it is most convenient to set up the
schedules in the form of a file of loan cards, to be prepared by employees of the association, and to be checked by and retained in the
custody of the auditor. The information to be shown on these
schedules will be similar to that outlined hereinbefore for mortgage
loans. The loans made during the period should be test-checked to
the specific authorizations in the minutes of the board of directors.
3. Inspection of documents. Usually the documents for property
improvement loans will consist of the note, the collateral (if any), the
contractors' completion report, and the application. The notes
evidencing all property improvement loans held, and the collateral
thereto, should be inspected and checked against the schedule referred to above. However, for larger associations, where the internal
control with respect to the making and handling of such loans is
adequate, the inspection of notes and collateral may be made on a
test basis, covering not less than 25 per cent of the notes held. The
other documents should be inspected on a test basis to a sufficient
extent to determine that they are in order and are being regularly
obtained.
When federal credit controls are in force, such as federal Regulation W, a test-check should be made to determine that the association is obtaining any required statements of purpose and is complying with applicable provisions of the Regulation.
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Documents inspected should be reviewed for completeness, proper
execution and assignment of collateral, and signatures on the notes
should be test-checked against the signature file. Exceptions not
satisfactorily accounted for should be called to the attention of the
board of directors in the audit report or a special memorandum and
should again be investigated in the next audit.
4. Subsidiary ledgers. The trial balances of the property improvement loan ledgers should be checked or tested in the same manner as
previously indicated for the mortgage loans on page 21.
5. Confirmation of loans. Confirmation of property improvement
loans (including all delinquent loans) should be made as indicated
on page 12. The confirmation requests (positive form) should show
the balances of all accounts with the borrower and any collateral
held.
6. Delinquent loans. Delinquent balances should be reviewed in
the same manner as previously indicated for the mortage loans.
Loans on Savings Accounts

The accounts relating to these loans are as follows:
Loans on savings accounts
Accrued interest receivable
1. Loan policy. Ascertain that the loans conform to the provisions
of the applicable federal and state laws and regulations and to any
further limitations adopted by the association.
2. Schedule of loans. Prepare or obtain a schedule of such loans
outstanding at the audit date, showing loan number, name of borrower, date of loan, interest rate, amount of original loan, amount
and savings account number of original collateral, balance of loan,
accrued interest, and amount of present collateral. The schedule
should also provide space in which to indicate inspection of the note
and collateral.
The footings of the schedule should be verified and the totals
checked to the related control accounts. The loans made during the
period should be test-checked to the specific authorizations in the
minutes of the board of directors. The individual loan balances
should be reviewed to see that they do not exceed the collateral
balances.
3. Inspection of documents. The notes and collateral (savings passbook) should be inspected and checked against the schedule referred to above. Documents should be inspected for completeness,
proper execution, and assignment of collateral. Signatures of the
borrowers should be test-checked to the signature file. Exceptions

Outline of Audit

25

not satisfactorily accounted for should be called to the attention of
board of directors in the audit report or a special memorandum, and
should again be investigated in the next audit.
When federal credit controls are in force, such as federal Regulations W and X, a test-check should be made to determine that the
association is obtaining any required statements of purpose and is
complying with applicable provisions of the regulations.
4. Confirmation of loans. The balances should be tested by direct
communication (positive form) with the borrowers as indicated on
page 12.
Accrued Interest Receivable on Loans

Control accounts for accrued interest receivable are maintained
for each type of loan held. Ordinarily the interest transactions are
recorded on the individual loan cards along with the loan transactions. The auditor should ascertain the association's method of
computing interest and satisfy himself that it is proper. Sufficient
test-check of the detailed interest computations should be made
to determine that the established method is being followed and
properly applied. Over-all tests of the reasonableness of the interest
taken into income can usually be made, particularly if the loan
ledgers are segregated for control purposes according to the rates of
interest.
The accrued interest receivable balances in the subsidiary loan
ledgers should be agreed with the related control accounts in connection with the test-check of the subsidiary loan ledgers; and testconfirmation of the dates to which interest has been paid should be
made in connection with the circularization of the borrowers.
Federal associations are required to maintain a reserve for uncollected interest in arrears more than 90 days. Many associations
also follow the practice of reserving for all uncollected interest.
The details of the uncollected interest covered by the reserve will
appear on the individual accounts in the subsidiary loan ledgers,
where the interest computations are tested by the procedures outlined above. A test should be made of the totals of these uncollected
interest balances against the controls which comprise the balance in
the Reserve for Uncollected Interest.
Advances for Taxes, Insurance, etc.

Control accounts (with respect to each type of loan) are maintained for the amounts advanced to cover payment of such items as
taxes, assessments, insurance, etc., unless the advances are charged
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into the loan principal balance as is done under the so-called "single
account system" of bookkeeping. Some associations record these
transactions on the individual loan cards along with the loan and
interest transactions; others record them on separate cards. The
individual balances of the advances for taxes, insurance, etc.,
should be agreed with the related control accounts in connection
with the check of the subsidiary loan ledgers; and test-confirmation
of the advances should be made in connection with the circularization of borrowers' accounts. Test-check should also be made to determine that the amounts shown as advances for account of borrowers actually have been paid to the tax collectors, insurance
agents, etc. Where the advances are made to the borrowers, testcheck should be made of evidence on file to determine that the
amounts advanced have been properly applied by the borrowers.
Real Estate Sold on Contract

The accounts provided are as follows:
Real estate sold on contract
Accrued interest receivable
Advances for taxes, insurance, etc.
The audit program would be similar to that outlined previously
for mortgage loans, including check to authorization of board of
directors, inspection of documents (contract, evidence of title in the
association, insurance policies, etc.), confirmation of balances, etc.
The policy followed by the association in taking up profit on real
estate sold on contracts should be reviewed as to conformance with
accepted principles of accounting and as to consistency of application
during the period. In this connection the auditor should test-check
the computation of the amounts carried as deferred credits for unearned profit on real estate sold, and the amounts taken into income
during the period.
Real Estate Owned and in Judgment

This consists of:
Real estate owned (other than office building)
Real estate in judgment and subject to
redemption
Generally, such real estate is acquired as a result of foreclosure
proceedings. Acquisition cost includes the uncollected balance of the
loan plus the advances, accrued taxes, and foreclosure costs, but
does not include uncollected interest accrued. (Some associations
accrue interest regularly during the redemption period to facilitate
collection thereof in event of redemption; then, if the borrower does
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not redeem, the uncollected interest is written off at date of acquisition.) Each parcel should be appraised at time of acquisition, and
any excess of acquisition cost over appraised value should be specifically reserved for or be charged off. Any property acquired but for
which a marketable title has not been obtained is carried in Real
Estate in Judgment and Subject to Redemption.
A schedule of the real estate owned at the audit date should be
prepared or obtained, showing: location, type of property, date of
acquisition, acquisition cost, appraised value at acquisition, present
book value, recent appraised value, etc. The schedule should also
provide space to indicate inspection of documents and to allow for remarks.
The above schedule may be expanded (or a separate schedule may
be prepared) showing the particulars of the acquisitions and sales
during the period. Authorization for all such transactions should be
found in the minutes of the board of directors and noted on the schedule. Supporting evidence (vouchers, contracts, etc.) should be
examined in support of the entries.
Inspection of documents should include the deed (check date,
name of association, evidence of recording), title papers (for evidence
of marketable title), and insurance (for adequacy of coverage against
damage and owners' liability).
The rentals earned during the period as indicated by leases or data
on file, should be accounted for as having been received or as remaining uncollected at the audit date. Confirmations should be requested from tenants as to any significant uncollected balances;
also from a representative number of tenants as to the amount of
periodic rental and the date to which rent has been paid. A testcheck of occupancy of real estate owned should also be made by visits
to the properties. Payrolls, vouchers, and other appropriate supporting data should be examined in testing the expenses on the real estate owned.
Office Building and Equipment

These accounts are classified as follows:
Office building:
Land
Building
Reserve for depreciation
Furniture, fixtures and equipment
Reserve for depreciation
At the time of the first audit, a sufficient analysis and review
should be made of these accounts for prior periods to enable the audi-
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tor (1) to ascertain the basis on which they are stated, and (2) to
examine supporting data, minutes, etc., evidencing the propriety of
the amounts recorded for the principal items.
In subsequent audits, the changes in the asset accounts during
the period should be analyzed; vouchers, contracts, minutes, etc.,
should be examined in support of the principal additions; and retirements and sales should be reviewed to see that all indicated transactions have been properly reflected in the accounts, and that the
gains or losses have been properly computed.
The changes in the depreciation reserves should be reviewed and
the adequacy of the depreciation rates should be considered.
Insurance coverage should be reviewed as to adequacy. The
documents evidencing title to the property should be examined.
Where a portion of the building is rented to other tenants, the
rental income and the expenses should be examined in the same
manner indicated hereinbefore for real estate owned. All floors in
the building should be inspected to see that all occupied space is being
accounted for in the rental income.
Some associations operate safe-deposit vaults. The audit program
should also provide for test-check of the income and expense of
vault operations.
Deferred Charges

Deferred charges usually consist of prepaid insurance, rent, supplies, etc. The auditor should determine that the balances are
properly applicable to future periods. In some instances it may be
desirable to distinguish between prepaid expenses and deferred
charges and to classify the balances accordingly.
Other Assets

These include miscellaneous assets not provided for in any of the
above asset groups. Audit procedures should be developed in each
instance according to the nature of the items.
Savings Accounts

The savings accounts are the principal source of the capital funds
of the savings and loan associations. Ordinarily, the holders of the
savings accounts and all borrowers are members of the association.
1. Policy. The auditor should acquaint himself with the rules and
regulations of the applicable regulatory authorities and with the
policies of the association pertaining to savings accounts. For in-
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stance, federal associations are required to maintain a signature card
file for all owners of savings accounts; also, federal associations are
required to issue to each holder of their savings accounts, an account book or a separate certificate evidencing the ownership of the
account and the interest of the holder thereof in the capital of the
association.
2. Subsidiary ledgers. Trial balances of the savings account
ledgers should be checked against the individual savings accounts
in the detailed ledgers. The footings of the trial balances should be
independently verified by the auditor even though the trial balances
consist of adding machine tapes, and the totals of all trial balances
should be compared with the related control accounts. The extent of
this check of the subsidiary ledgers will depend upon the auditor's
evaluation of the effectiveness of the internal control measures surrounding the savings accounts. A common form of irregularity is the
misappropriation of amounts received for credit to savings accounts
and the covering of the shortage by removal of the related savings
ledger sheets when the trial balance is run. As a safeguard against
removal of ledger sheets, the auditor should maintain adequate control over the savings ledgers until the balancing is completed.
3. Investment share certificates. Where the association issues investment share certificates, a test-check should be made of the stubs
of the certificate book against the subsidiary ledger accounts;
and a test-inspection should be made of the canceled certificates for
the shares withdrawn during the period.
Where an association is permitted to hold issued share certificates
and savings passbooks in safekeeping for members, the audit should
include such checks or tests as may be necessary in the circumstances, giving due weight to the internal control over the safekeeping securities. The association should have in its files safekeeping requests signed by those members; it should issue receipts for the share
certificates and savings passbooks held; it should take up and cancel
the receipts and cancel the share certificates when the related accounts are closed out; and it should place the safekeeping system
and the share certificates and passbooks held under joint control of
two designated persons whose duties do not permit them to handle
funds for the association or to make entries in the other books.
4. Accounts of officers and employees. The amounts of such accounts should be ascertained, and the transactions should be reviewed and test-checked to the extent considered necessary in the
circumstances.
5. Savings accounts pledged as additional collateral for mortgage

30

Audits of Savings and Loan

Associations

loans. Such accounts remain in the regular savings accounts; but
the ledger cards for these accounts should be prominently marked to
indicate that they constitute additional collateral and are thus restricted as to withdrawals.
6. Confirmation of savings accounts. A test-check of savings account balances should be made by direct communication with the
owners of the savings accounts, as outlined on page 12. A representative number of savings accounts closed out during the period should
also be included in the circularization. Usually the confirmation requests on savings accounts may be in negative form, requesting reply
only in case of exception. The confirmation form should show full
information to enable the owners to check with their account books.
In many instances, dividend credits, bonus credits, etc., will have
been posted since the last deposit was made, and consequently will
not show in the account book. Unless information as to such recent
credits is shown on the confirmation form, there may be many exceptions needlessly reported.
7. Dividends. The dividends paid or credited on the individual
savings accounts during the period should be test-checked to ascertain t h a t the amounts were properly computed and that they were
properly recorded in the accounts. In addition, an approximate overall check of the total amount of dividends paid or credited during
the period can usually be had by applying the dividend rate to the
average amount of dividend-bearing accounts. (The average amount
of such accounts should be computed by using the monthly balances
during the period, rather than averaging the balances at beginning
and end of the period.)
The auditor should ascertain that, after complying with all requirements for establishing reserves and complying with any other
restrictions, the association had sufficient undistributed earnings
available to cover the dividends paid.
Accounts Pledged for Retirement of Mortgage Loans

These accounts represent the accumulation of payments and
distributed earnings on accounts pledged as an offset to sinkingfund loans carried in other installment loans. These balances will be
covered in connection with the audit work on the related loans.
Advances from Federal Home Loan Bank
Other Borrowed Money
Mortgages on Real Estate Owned

The balances, and the collateral pledged thereunder, should be
confirmed as of the audit date by direct communication with the
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creditors. A schedule should be prepared or obtained showing all of
the borrowings and repayments on these accounts during the period.
All such borrowings should be authorized by the board of directors,
and the transactions should conform to the rules and regulations of
the regulatory authorities and of the association.
The interest paid and/or accrued thereon during the period should
be verified by reference to the applicable rates and payment dates
and the principal amounts outstanding from time to time.
Loans in Process

Loans in process are classified as follows:
Mortgage loans
FHA Title I improvement loans
Veterans' insured loans
Noninsured loans
The balances in these accounts represent the undisbursed balances
of funds held on loans which have been made and set up as assets,
but on which the funds have not all been paid out. The control accounts are supported by subsidiary ledgers with an individual account for each loan in process. The aggregate of the open balances in
these subsidiary ledgers should be agreed with the related controls.
Any debit balances (indicating over-drafts) and any dormant or old
balances should be investigated. A test-comparison should be made
of the loan in process accounts with the signed loan settlement statements on file.
Since the principal amounts of the loans in process are carried as
assets among the loans held, they will be tested in the circularization
of loan balances; but the confirmation requests in such cases should
indicate that the loans are in process. I t may be difficult in some instances to obtain confirmation of the undisbursed balances since the
borrowers may not be currently informed of the status of the disbursements. Where the borrowers are not regularly informed of the
disbursements from and the remaining balances of the loans in process, it is desirable that a test be made by sending statements of the
accounts to selected borrowers with a request for acknowledgment
and any questions or comments to be sent directly to the auditor.
Other Liabilities

These accounts include:
Interest accrued on:
Advances from Federal Home Loan Bank
Other borrowed money
Mortgages on real estate owned
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Check accrued interest in connection with verification of principal
balances of advances, borrowed money, and mortgages (see page 31).
Distributable earnings payable
Ascertain what the balance represents, and authorization for it.
See that all distributions of earnings authorized but not paid or
credited are reflected in this account. Investigate and comment on
any items being held in accordance with State statutory requirements and items being held because the member entitled to payment cannot be located.
Taxes accrued on real estate owned
Obtain details by properties. Compare with latest tax bills and
l i s t of properties owned. Where practicable, obtain assessed values
and actual or estimated tax rates, and compute estimated taxes.
Accounts payable
Obtain list of unpaid balances and check total to control account.
Check against creditors' invoices or statements. Request confirmations from any regular suppliers or service organizations with which
the association has a significant volume of transactions. Review disbursements and unpaid bills of the subsequent period for any payables of material amount that were not recorded as of the audit date.
Due Federal Reserve Bank
Obtain confirmation for balances due the Federal Reserve Bank
on account of United States Government Series E bonds sold by the
association as issuing agent. The confirmation should also cover the
amounts of unissued Series E bonds held by the association, and any
amounts due from the bank for Series E bonds sent in for redemption.
Advance payments from borrowers for taxes and insurance
Make test-confirmations of these balances in connection with confirmation of borrowers' loan balances. Where there are any special
legal requirements under contracts or statutes (such as for segregating the related cash or establishing trust funds), the necessary audit
steps should be taken to check the compliance therewith. Consideration should also be given to the adequacy of the available cash in relation to the amounts of funds held for account of borrowers.
Unapplied mortgage credits
This account is used only in connection with mortgage loans on
the semiannual adjustment plan. Payments received on such loans
are credited to this account until interest is calculated and the remainder of the payments applied to principal reduction at the end
of each semiannual period. Investigate the use of this account to
determine whether it is being properly maintained.
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Other liabilities
The accounts classified as other liabilities comprise accrued expenses and other items not specifically included in the liability accounts discussed above.
Obtain details and make appropriate audit thereof.
The auditor should also obtain a representation letter from association officers and from the association's counsel as to any known
liabilities, claims, suits, contingencies, etc., for which provision is not
made in the accounts. Any significant items of this kind should be
indicated in the report.
The report should also comment on any long-term leases, rentals,
or other significant commitments.
Specific Reserves

Unearned profit on real estate sold
Income collected in advance
Unearned discount on improvement loans
The above accounts represent deferred balances being taken
into income over the terms of the related loans. Determine the
method of computing the amounts deferred and of spreading them
over the terms of the related loans. Test-check the computations of
the amounts deferred on transactions during the period, the amounts
taken into income during the period, and the balances deferred at
the audit date.
Reserve for uncollected interest
See page 25, under accrued interest receivable on loans.
Reserve for junior liens
This account includes any reserves set up for second mortgage
loans or other junior liens. Ascertain what the balance represents,
and the adequacy thereof.
Reserve for bonus
This account provides for the accrued bonus on savings accounts
which are eligible therefor. The amount of the accrual is shown on
each savings account, where applicable. The computation of the
individual bonus amounts should be tested, and the aggregate of the
balances should agree with the control account. I t is important also
to see that the bonus was computed on all accounts entitled thereto.
General Reserves

General reserves
Federal insurance reserve
Reserve for contingencies
Real estate reserve
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Federal associations are required to maintain general reserves
(as distinguished from specific reserves) for the sole purpose of absorbing losses. One account designated as "General Reserves" may
be carried for this purpose; if so, it would include the reserve required for insurance of accounts; or several accounts such as "Federal Insurance Reserve," "Reserve for Contingencies," and "Real
Estate Reserve" may be maintained, if desired.
For the requirements with respect to the provisions for, and the
use of, the general reserves, reference should be made to the charter
of each association and to the Rules and Regulations for the Federal
Savings and Loan System.
Each insured institution, whether federal or state-chartered, is required to maintain a federal insurance reserve (which may be a part
of the "General Reserves," or a separate reserve), in accordance with
the Rules and Regulations for Insurance of Accounts. The Rules and
Regulations for Insurance of Accounts provide further that with the
written approval of the Federal Savings and Loan Insurance Corporation, any insured institution may designate as its federal insurance reserve account any reserve account established for the sole
purpose of absorbing losses.
An association which maintains a separate federal insurance reserve may also wish to maintain a reserve for contingencies. Losses
would be charged to this account so as to keep the amount of the insurance reserve intact.
A real estate reserve, similar to the reserve for contingencies, may
be established to absorb losses on sales of real estate.
The auditor should ascertain that these reserves are being maintained in accordance with the applicable requirements.
Surplus

The surplus accounts are as follows:
Surplus
Reserve for estimated distribution of earnings
Surplus, sometimes called undivided profits, represents the undistributed earnings retained for general corporate use. The amount
or ratio thereof may be found subject to state regulations.
The reserve for estimated distribution of earnings is provided for
the use of associations which may wish to anticipate the amount required for the next distribution of earnings by making monthly accruals.
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Income

The principal sources of income are interest on loans and investments, rentals from real estate owned, rentals from office buildings, and profits on sales of real estate and investments. The testchecks of this income, to be made in connection with the audit of the
related assets, have been outlined hereinbefore.
Other sources of income include service charges, appraisal fees,
membership fees, transfer fees, fines, rentals from safe-deposit boxes,
etc. The policy of the association with respect to such fees should be
determined; and sufficient tests should be made to ascertain that
these policies are being consistently applied and the income properly
accounted for.
Any material fluctuations in income, by classes, between months
should be investigated.
Expenses

Compensation of officers and employees, occupancy costs (rentals
paid; or expense relating to office building owned), other operating
expenses (such as advertising, supplies, telephone, postage, legal
and audit fees, etc.), brokers' commissions, federal insurance premiums, and interest on borrowed funds are the principal classes of
expenses.
An over-all review of the expenses can readily be made by comparing the amounts (by accounts or by classes of expenses) from
month to month, and investigating any unusual fluctuations between
months.
The payrolls should be summarized by months and a suitable
period selected for detailed test. Compensation of officers and directors should be checked to authorization by the board of directors.
The payroll test should include such steps as check to employment
authorizations, salary rate authorizations, attendance records, individual earnings records, payroll tax returns and payments,
cancelled pay checks, etc. Test-check of the clerical accuracy should
also be made. Tests should be made to see that proper withholding
and payment is being made of social security taxes and income
taxes. In the smaller associations, the auditor probably will be able
to observe that those on the payroll are actually in attendance while
he is there. Where there are too many employees for the auditor to
check them by such observations, it would be well for him to participate in the distribution of the pay checks (on a surprise basis, if
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practicable) for one payroll to see that the employees being paid are
actually there.
Occupancy costs, if represented by rental payments, should be
checked against the terms of the lease. Where the association owns
its office building, the operating expenses (wages, taxes, insurance,
depreciation, supplies, and other expenses) would be tested by reference to supporting payrolls, vouchers, or other appropriate data.
Other operating expenses are largely costs that would be covered
by disbursement vouchers. The vouchers for expenses and other
disbursements for a suitable period, ordinarily not less than one
month, together with the supporting documents, should be examined with particular reference to adequacy of supporting documents, receipt of the goods or services, authorized approval of the
disbursements, distribution of the charges, clerical accuracy,
identification or cancellation of the documents as a safeguard
against duplicate payments, etc. Where the internal control over
disbursements is adequate, this examination of vouchers may be
made on a test-check basis. The vouchers examined should be
checked against the voucher register (or disbursement register if
there is no voucher register). The names of the payees as shown on
the vouchers examined should also be compared with the cash disbursement records (which are to be tested in the cash work) to see
that the payments were made to the same parties as shown on the
vouchers. The footings of the voucher register for the period tested
should be verified and checked to the general ledger accounts.
Brokers' commission should be test-checked to determine the
accuracy of the amounts and that the payments were made to bona
fide brokers.
Federal insurance premiums should be checked by application of
the provisions of Section 404 of Title IV of the National Housing
Act, as amended.
Interest expense should be checked by reference to the interest
rates and the principal amounts of borrowed funds held.
The auditor should ascertain that timely filing is being made of
the federal income tax return, Form 990.
Budget of Income and Expenses

As a means of planning and controlling operations, many associations prepare and adopt budgets of income and expenses at the
beginning of the year. Where this is done, the auditor's review of
operations should include comparison of the actual results with the
budget and investigation of any material differences.
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Extension of Audit Procedures

The following additional procedures are suggested for situations
where the auditor concludes, because of limited personnel or inadequate internal control, that further tests should be made as to the
integrity of the accounting records.
1. Select a representative month for such further tests. Apply to
that month the various audit procedures previously outlined herein
with respect to cash transactions, income, expenses, etc.; also, such
of the following procedures as may be appropriate in the circumstances.
2. General ledger. Prepare trial balances as of the beginning and
end of the month to see that the accounts were in balance. Check
postings from all sources of original entry, and see that all postings
are accounted for. Verify footings of general ledger accounts.
3. Cash receipts records. Check the original cash receipt tickets
(or other original records of cash receipts) into the cash receipts record for selected days. (Footing of the cash receipts record and reconciliation of the total receipts with the bank deposits are covered in
the cash program.)
4. Cash withdrawals. Check the cash withdrawal tickets to the
cash disbursement record for selected days, and test-check the withdrawal signatures against the signature card file. (Footings of the cash
disbursement record, examination of the cancelled checks, and reconciliation of the total disbursements with the bank statement are
covered in the cash program. Examination of disbursement vouchers
and check of voucher register footings and postings are included in
the test of expenses.)
5. Journals. Review journal entries for propriety and supporting
data.
6. Subsidiary loan and savings ledgers. Check postings of the
original cash receipt tickets (or other original records of cash receipts) and the original cash withdrawal tickets to the subsidiary
ledgers for the same days that were covered in 3 and 4 above.
Check postings from all sources into the subsidiary ledgers for the
same days. Investigate any postings in the subsidiary ledgers for
those days that were not accounted for in the above test. Test-check
the footings of the individual accounts in the subsidiary ledgers.
Test-check the individual account balances at the end of the
month against the subsidiary ledger trial balances; test-check the
footings of these subsidiary ledger trial balances; and check the
totals thereof to the related general ledger control accounts.

AUDITOR'S REPORT

in the auditor's report will usually
Tconsist of a statement of condition,
and statements of income
H E F I N A N C I A L STATEMENTS

and surplus, together with such supporting schedules as may be
appropriate. These statements should, of course, be in agreement
with the accounts of the association, and should be prepared in accordance with generally accepted accounting principles consistently
applied. The bases on which the various assets are stated (such as
cost, lower of cost or market, etc.) should be indicated in the statement captions. Any pledge of association assets should also be indicated in the appropriate captions or by footnote.
The standard form of statement of condition prescribed by the
Home Loan Bank Board is shown in Appendix A. No standard form
of income statement is required by the Board; however, the classification of income and expense accounts as presented in Accounting
Guide issued by the Board, is shown in Appendix A.
Upon completion of the audit, the auditor will ordinarily be in
position to give his opinion that the financial statements present
fairly the position of the association and the results of its operations,
in conformity with generally accepted accounting principles. However, if his exceptions are such as to negative the opinion, or if the
scope of the examination was less extensive than he considered
necessary, then he should state that he is not in position to express
an opinion on the financial statements taken as a whole and should
indicate clearly his reasons therefor. 1
The text of the report will usually contain the standard form of
auditor's opinion (or certificate) with respect to the financial statements, together with analytical comments on the results of operations and the various asset and liability accounts. I t should also
contain an outline of the scope of audit in considerable detail either
as a separate section or in connection with the comments on the
assets and liabilities.
The wording of the standard form of opinion (or certificate) recommended by the committee on auditing procedures, American Institute of Accountants, 2 is as follows:
"We have examined the balance-sheet of the X Association as of December 31, 19 , and the related statements of income and surplus for the year
then ended. Our examination was made in accordance with generally ac1
See Statement No. 23 (revised) issued in 1949 by the committee on auditing procedures, American Institute of Accountants.
2
See Statement No. 24, issued in 1948 by the committee on auditing procedures,
American Institute of Accountants.
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cepted auditing standards,3 and accordingly included such tests of the accounting records and such other auditing procedures as we considered
necessary in the circumstances.
"In our opinion, the accompanying balance-sheet and statements of income and surplus present fairly the financial position of the X Association
at December 31, 19 , and the results of its operations for the year then
ended, in conformity with generally accepted accounting principles applied
on a basis consistent with that of the preceding year."
The above form is appropriate only where the auditor can give an
unqualified opinion. If he gives a qualified opinion, his exceptions
should be clearly indicated. Or, if he is not in a position to express
an opinion he should so state and give his reasons.
Some of the matters which might be covered in the report are:
Comparison of financial position and operating results with preceding
year (and perhaps operations for each of the last five years); comparison of
operations with budget; comment on significant changes in financial position ; show source of additional funds acquired (through savings, borrowings,
etc.) and how invested; point out any significant comparisons or trends in
operating results. Comment on condition of cash liquidity in relation to
regulatory requirements.
Schedule of investments in columnar form, showing beginning balance,
purchases, sales, ending balance, market value and income.
Loans
Any important changes in policy with respect to types of loans made,
interest rates, service charges, etc.
Statistics on new loans made during the period.
Summary of loans outstanding, by classes, showing amount, number,
and average balance in comparison with preceding year or last several
years to indicate trends.
Large purchases or sales; concentrations in construction loans; data on
loan commitments.
Loans to directors, officers, employees or parties in which association
officials are known to be interested.
Past-due loans, items in foreclosure, loans which do not conform to
regulatory or policy restrictions (for instance, as to appraised value, location, etc.).
Exceptions noted in examination of loan documents and collateral.
Deficiencies noted in the follow-up of payment of taxes, assessments and
insurance on mortgaged properties by the borrowers.
Policy with respect to taking up interest earned but not collected.
Circularization of loan balances—showing number, amount and per cent
of requests sent, replies received without exceptions, replies received with
exceptions and nature thereof, extent to which second requests were sent,
and what further was done re balances on which no replies were received.
3
See Tentative Statement of Auditing Standards.
of Accountants in 1947.

Published by the American Institute

40

Audits of Savings and Loan Associations

Real estate owned
Summary of changes during the period.
Policy in determining value recorded for property acquired in foreclosure.
Policy re depreciation on real estate owned (other than office buildings).
Summary of income and expense of office building; insurance coverage
thereon.
Insurance carried—fidelity, forgery, burglary, casualty, etc.
Savings accounts
Any important changes in policy during the period.
Statistics on new accounts.
Summary of accounts, by classes, showing amount, number, and average
balance, in comparison with preceding year or last several years to indicate
trends.
Circularization of savings balances—showing type of request used (positive or negative), number, amount and per cent of requests sent, replies
received (if positive requests were used), replies received with exceptions
and nature thereof, etc.
Borrowed funds
Show amounts borrowed and repaid during the period.
Leases
Give terms of any long-term leases.
Contingencies
Give details of any significant contingent liabilities, claims, suits, etc.,
not reflected in the accounts.
Reserves
Give summary of changes in each account.
Indicate whether there was compliance with reserve requirements.
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APPENDIX A
FINANCIAL STATEMENTS

Each federal association is required to publish or mail to each of
the members, a prescribed form of statement of condition as of
December 31 each year.
The following chart (from the Accounting Guide issued by the
Home Loan Bank Board) shows the captions as listed in the form of
statement of condition approved by the board November 1, 1949,
and the corresponding general ledger accounts included in each such
caption.
Assets
STATEMENT

OF

CONDITION

First Mortgage Loans
and Other First
Liens on Real Estate

NUMBER

1010
1020
1030
1041
1042
1043
1051
1052
1053

Loans on Savings Accounts

1210
1211

Other Loans

1110
1111
1112

Properties Sold
Contract

on

1220
1230
1310
1311
1312

AND

NAME

OF

GENERAL

LEDGER

ACCOUNT

Monthly installment loans
Other installment loans
Loans without full amortization
Accrued interest receivable—monthly
installment loans
Accrued interest receivable—other installment loans
Accrued interest receivable—loans without full amortization
Advances for taxes, insurance, etc.—
monthly installment loans
Advances for taxes, insurance, etc.—
other installment loans
Advances for taxes, insurance, etc.—
loans without full amortization
Loans on savings accounts
Accrued interest receivable—loans on
savings accounts
Second mortgage loans
Accrued interest receivable—second
mortgage loans
Advances for taxes, insurance, etc.—
second mortgage loans
FHA Title I improvement loans
Other improvement loans
Real estate sold on contract
Accrued interest receivable—real estate sold on contract
Advances for taxes, insurance, etc.—
real estate sold on contract
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CONDITION

NUMBER

AND

NAME

Associations
OF

GENERAL

LEDGER

ACCOUNT

Real Estate Owned
and in Judgment

1320 Real estate owned
1330 Real estate in judgment and subject to
redemption

Investments and
Securities

1410
1420
1430
1440
1490

Cash on Hand and in
Banks

1511 Petty cash
1512 Working fund
1521-22
1529

Office Building and
Equipment, Less
Depreciation

1611
1612

2713
1620
2714

Deferred Charges and
Other Assets

1711
1712
1713
1730
1910
1920

Stock in Federal Home Loan Bank
Federal Home Loan Bank bonds
U.S. Government obligations
Other investment securities
Accrued interest receivable—investments
-Bank
.Bank (Trust fund)

Office building—land
Office building—improvements, less
Allowance for depreciation of office
building
Furniture, fixtures and equipment, less
Allowance for depreciation of furniture, fixtures and equipment
Prepaid surety bond premiums
Prepaid FSLIC premiums
Other prepaid insurance premiums
Stationery and supplies

Capital and Liabilities

Capital
Shares Pledged on
Mortgage
Advances from Federal
Home Loan Bank
Borrowed Money

Loans in Process

2013 Savings accounts
2031 Accounts pledged for retirement of
mortgage loans
2210 Advances from Federal Home Loan
Bank
Bank
2311 Borrowed money:
Bank
2312 Borrowed money:
2318 Other borrowed money
2321 Mortgages on real estate owned
2410 Loans in process
2411 FHA Title I improvement loans in
process
2412 Other improvement loans in process
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OF

CONDITION

NUMBER

AND

NAME

OF

GENERAL

LEDGER

ACCOUNT

Other Liabilities

2220 Interest accrued—advances from Federal Home Loan Bank
2319 Interest accrued—borrowed money
2322 Interest accrued—mortgages on real
estate owned
2330 Distributed earnings payable
2340 Taxes accrued on real estate owned
2350 Accounts payable
2351 Due Federal Reserve Bank
2420 Advance payments by borrowers for
taxes and insurance
2430 Unapplied mortgage credits
2440 Other liabilities

Specific Reserves

2610 Unearned profit on real estate sold
2620 Income collected in advance
2630 Unearned discount on improvement
loans
2711 Reserve for uncollected interest
2712 Reserve for junior liens
2715 Reserve for bonus

General Reserves

2721
2722
2723
2724

Surplus

2810 Surplus

General reserves
Federal insurance reserve
Reserve for contingencies
Real estate reserve

For the purpose of the regulation the Home Loan Bank Board will not
take exception if the statement of condition uses "First mortgage loans" or
"First liens on real estate" in lieu of "First mortgage loans and other first
liens on real estate" nor to the inclusion in this item of contracts other than
those resulting from the sale of the association's real estate, nor to the use
of "Savings accounts" in lieu of "Capital." The items in the statement of
condition may also be in some other order than that indicated in this
chapter. Federal associations which have Charter E or Charter K may use
"Undivided profits" in lieu of "Surplus." Any "Unallocated reserve" may
be shown either as a separate item or included in "Surplus."
No standard form of income statement is prescribed. However,
the classification of income and expense accounts set forth in the
Accounting Guide, as shown on the next two pages, can be used as a
basis for the income statement.
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Income Accounts (3000 to 3999)
ACCOUNT
NUMBER

3000

TITLES OF

GENERAL

LEDGER

ACCOUNTS

Income control account
Detail income accounts
OPERATING INCOME ( 3 1 0 0 )

3111
3113
3114
3115
3116
3120
3131
3132
3142
3150
3160
3171
3172
3190

Interest on mortgage loans
Interest on loans on savings accounts
Interest on real estate sold on contract
Interest on investments and bank deposits
Other interest received
Premiums or commissions on loans
Appraisal fees
Initial service charges
Other fees
Gross income from operation of real estate owned
Gross income from office building
Dividends on stock in Federal Home Loan Bank
Other dividends
Miscellaneous operating income
NONOPERATING INCOME ( 3 2 0 0 )

3220
3230
3290

Profit on sale of real estate
Profit on sale of investments
Other nonoperating income
Expense Accounts (4000 to 4999)

4000

Expense control account
Detail Expense Accounts
OPERATING EXPENSES ( 4 1 0 0 - 4 2 9 9 )

4111
4112
4113
4114
4120
4131
4132
4133
4141
4142
4144
4150
4161
4162
4163
4164

Compensation—directors
Compensation—officers
Compensation—attorney
Compensation—employees
Collection expense
Legal services—retainer
Legal services—travel expenses
Legal services—special services
Expense accounts—directors
Expense accounts—officers
Expense accounts—employees
Rent, light, heat, etc.
Office building expense—repairs and maintenance
Office building expense—taxes and assessments
Office building expense—depreciation
Office building expense—other
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ACCOUNT
NUMBER

4170
4180
4190
4201
4203
4210
4220
4231
4232
4240
4251
4252

TITLES OF

GENERAL

LEDGER

ACCOUNTS

Furniture, fixtures and equipment expense
Advertising
Stationery, printing and office supplies
Telephone and telegraph
Postage and express
Insurance and surety bond premiums
Federal insurance premiums
Audit and accounting services
Supervisory examinations
Organization dues and subscriptions
Franchise and other special taxes
Other operating expenses
R E A L ESTATE EXPENSE ( 4 3 0 0 )

4310
4320
4330

4350

Real estate expense—repairs and maintenance
Real estate expense—taxes and assessments
Real estate expense—insurance premiums on real
estate owned
Real estate expense—rental commissions and management fees
Real estate expense—other

4420
4430

Interest on advances from Federal Home Loan Bank
Interest on borrowed money

4340

INTEREST CHARGES ( 4 4 0 0 )

NONOPERATING CHARGES ( 4 5 0 0 )

4510
4520
4530
4540
5000

Foreclosure costs, back taxes and assessments on real
estate acquired
Loss on sale of real estate
Loss on sale of investments
Other nonoperating charges
PROFIT AND Loss (CLOSING ACCOUNT)
Profit and loss

APPENDIX B
MINIMUM REQUIREMENTS FOR INDEPENDENT AUDIT

The minimum requirements for an independent audit to be acceptable to the Home Loan Bank Board are stated in the following
letter, dated September 10, 1945, addressed to all public accountants
known to be auditing insured associations, by Verne C. Bonesteel,
Chief Examiner of the Board:
"Gentlemen:
"On January 15, and September 15, 1944, I addressed letters to all
public accountants who, according to our records, were auditing one or
more savings and loan associations whose share accounts are insured by
the Federal Savings and Loan Insurance Corporation. There has been a
recent change in the minimum requirements for an audit to be acceptable
to the Federal Home Loan Bank Administration, and you may now disregard the two letters sent you last year.
"Section 3 of Orders issued by the Administration and the Insurance
Corporation on September 11, 1944, was rescinded on September 5, 1945.
This section had been included because of proposed changes in relationships with State Departments and the possibility that there might be a
large number of insured institutions which would not be examined by the
Administration's examiners. However, the joint examination program has
been continued in most States, and it has now been decided to rescind this
section which required that all audits by independent public accountants be
made on a surprise basis.
"In our original letter in January, 1944, we stated that the practical difficulties of maintaining the element of surprise in connection with annual
audits made by public accountants were fully appreciated. We therefore
suggested that this requirement would be satisfactorily met by making a
cutoff a reasonable time in advance of or subsequent to the date as of which
the audit was being made and reconciling accounts to this other date. We
are pleased to announce that this is no longer necessary, and in order that
you may have a restatement of the minimum requirements which were
changed only in this one respect, I am quoting them below.
"1. The audit shall be made by a qualified accountant who is not a
director, officer or employee of the federal association audited, or by a firm
of accountants no member of which is a director, officer or employee of such
association, provided that such accountant or firm is approved by the
Chief Examiner of the Federal Home Loan Bank Administration.
"2. The scope of audit shall include:
(a) Verification of assets;
(b) Determination of the extent of the liabilities;
(c) Verification of income and other receipts, ascertaining that receipts are properly recorded and deposited;
(d) Verification that expenses and disbursements are proper;
(e) Satisfactory verification of investors' accounts by direct correspondence (at least 10 per cent in number, the total of which
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shall be not less than 10 per cent of the aggregate dollar amount
of all inventors' accounts), exceptions, if any, being reported;
(f) Satisfactory verification of borrowers' accounts by direct correspondence (at least 10 per cent in number, the total of which
shall be not less than 10 per cent of the aggregate dollar amount
of all borrowers' accounts), exceptions, if any, being reported;
(g) Verification of compliance with reserve requirements under Section 301.121 of the Rules and Regulations for Insurance of Accounts, and with Charter requirements;
(h) Analysis of the system of internal check and control, with appropriate comments regarding its adequacy or inadequacy; also
an analysis of the accounting system with appropriate comments as to any material exception to or deviation from sound
accounting practice.
"3. The audit shall contain a certificate by the accountant that in his
opinion the statements contained in the report are correct.
"We have always stressed the analysis of the system of internal check
and control, as have most public accountants. Since there were so many
abbreviated comments and so many different approaches to the matter, it
was thought best to list a number of items of internal check and control2
which could be adopted in any institution regardless of size or personnel.
We considered this more of a guide to our own examiners than to public accountants. It is believed now that this list has served its purpose, for it has
been observed throughout the country that there has been a marked improvement in the methods and operations of associations during the past
year or two.
"Hereafter, a comment need not be made regarding each one of these
specifically listed items which may be unsatisfactory; but, in accordance
with the wording of the general statement on minimum requirements,
there is to be an 'analysis of the system of internal check and control, with
appropriate comments regarding its adequacy or inadequacy.' In other
words, we are not abandoning the principle, but are simplifying the method
of reporting and are leaving to the judgment of the public accountant or
the examiner the extent and the type of comment that should be made.
Because of the importance of this matter, the comment of the accountant
is necessary and may be very helpful in improving operations and accounting systems of the associations.
"We have in previous letters referred to the program prepared by the
American Institute of Accountants and contained in bulletin entitled
Audit of Savings
and Loan Associations by Independent Certified Public
Accountants.3
"Every public accountant, we believe, should be familiar with the
program therein outlined.
"Since this is to take the place of the two earlier letters, I include a statement with reference to irregularities and shortages. The District Examiner
has the responsibility of investigating any shortage. It is therefore requested
that the independent auditor cooperate by seeing to it that the District
Examiner is immediately advised of any defalcation or other violation of
criminal laws. In such a case an examination or audit must be made by the
Administration's examiners, with the understanding, however, that the
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examiners to the fullest extent practicable will work with the independent
auditors and not duplicate unnecessarily any procedures in process.
"Please be assured of our cooperation. If there are any questions, do not
hesitate to communicate with the District Examiner or with this office.
"Yours very truly,
"Verne C. Bonesteel
Chief Examiner"
1
This is now Sections 163.11-163.14, inclusive, in the revised Rules and Regulations
for Insurance of Accounts (Chapter 1 ( D ) , Title 24, Code of Federal Regulations).
2
In Mr. Bonesteel's letter of September 15, 1944.
3
This refers to the 1940 edition which is superseded by this 1951 edition.

